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Recommendations for Modification of the A b 
normality and Reorganization Sections of
Subchapter E of the Internal Revenue
Code Relating to Excess Profits Taxes
Submitted by
COMMITTEE ON FEDERAL TAXATION
A m e r ic a n in s t it u t e o f A c c o u n t a n t s
e understand that considera
tion is now being given to modi
fication of the relief sections
(721-723) and the reorganization sec
tions (Supplements A and B) of the ex
cess-profits-tax provisions (subchapter
E) of the Internal Revenue Code. Since
that subchapter was enacted the mem
bers of the accounting profession have
been called upon to determine for many
taxpayers their exemptions or credits
under the income and invested-capital
methods and to estimate the current
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year excess-profits net income and tax
thereon, in order to state the approxi
mate liabilities in financial statements
as well as in anticipation of the prepara
tion of excess-profits-tax returns. As a
result many of the difficulties, complica
tions, and inequities of the present stat
ute have come to our attention. It is our
desire, therefore, to present to you our
recommendations for the modification
of the sections above referred to, such
suggestions being made in the light of
our recent experiences.

R ecommendations

We summarize our principal recommendations as follows:
A. We suggest broadening the section with respect to ab
normalities so that the treatment now provided for the
classes of abnormal income specified also extend to all
abnormal income, and that in adjusting abnormal in
come the following provisions be added:
(1) The tax on income attributable to a future year

(2)
(3)
(4)
(5)

should be limited so that it will not exceed the tax
that would be payable without the application of
the relief sections..................................................................................
Only the net abnormal income after deducting
direct costs and expenses should be reallocated to
other years.............................................................................................
The abnormal net income to be reallocated should
also be reduced by the income tax applicable
thereto....................................................................................................
The statute should provide for the determination
of disproportionateness in cases where the tax
payer was not in existence for four preceding years............................
Abnormal income tax resulting from the computa
tion of tax under section 711(a) (3) when a period
of less than twelve months is involved because of a
1
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change of accounting period or otherwise should
be eliminated by modifying the provisions of sec
tion 711(a) (3).......................................................................................
B. If a broad general relief section is not acceptable many
additions should be made to the type of income specified,
among which are the following:
(1) Income resulting from the sale, distribution, or
disposition of instalment obligations..................................................
(2) Income resulting from the receipt of advance rent
als or bonuses in connection with leases, etc.....................................
(3) Income received in the normal course of business
covering more than one year but taxable wholly in
one year because of the use of the cash method of
accounting or uncertainties regarding collection...............................
(4) Additional income resulting from an enforced re
duction in the basis of assets because of the can
cellation or retirement of debts...........................................................
(5) Income received in the form of foreign currencies
over a period of years but taxable in one year when
exchange restrictions, etc., are lifted..................................................
(6) Income resulting from the cancellation or retire
ment of debt not represented by the type of obli
gation referred to in section 711 a (1) (c) and 711a
(2) (e) or covered by the Chandler act amend
ments . ....................................................................................................
(7) Income resulting from life-insurance proceeds
subject to income ta x ...........................................................................
C. With respect to abnormalities relating to income during
the base period we suggest:
(1) The adjustment now providing for (a) casualty
losses, (b) losses through claims, judgments, etc.,
and (c) intangible drilling costs should be clarified...........................
(2) There should also be excluded from the baseperiod deductions abnormal inventory losses....................................
(3) The base period (and current year) income-tax
deductions should be the amount of tax that
would have been payable if other adjustments to
excess-profits net income had been allowed for
income-tax purposes.............................................................................
(4) In order to mitigate the hardships in cases where
the taxpayer’s business operated subnormally
during all or part of the base period, taxpayers
should be given the option of using the average
income for the years 1925-1928, inclusive, in lieu
of the years 1936-1939, inclusive, or at least
should be permitted to use any three of the four
years last mentioned............................................................................
(5) Abnormal income derived subsequent to the base
period but attributable thereto should be added
to the base-period income in computing the excessprofits-tax credit...................................................................................
2
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(6) Base-period earnings are not a fair measure of
normal earning capacity in the case of a business
that was in a development stage during all or part
of the base period and such taxpayer should be
permitted to base income-method credits on the
earnings of such portion of the base period as did
not cover a development period, or should be al
lowed as a credit 75 per cent of current-year income............................
(7) When an individual proprietorship or partnership
is incorporated during or after the base period, the
earnings prior to the date of incorporation to the
extent necessary to complete the 48-month period
the unincorporated business earnings should be
included in computing the income credit..........................................
D. The provisions of section 723 are not adequate to cover
cases in which invested capital cannot be determined,
and should be amplified..................................................................................
E. Supplement A relating to base-period income of prede
cessor corporations should be clarified or improved in
the following respects:
(1) It should be provided th at the income credit com
puted under Supplement A is an alternative to the
amount computed under section 711 and not in
lieu thereof.............................................................................................
(2) Income of an unincorporated business should be
included in determining base-period income in the
case of corporations acquiring same after the be
ginning of the base period...................................................................
(3) When the taxable periods of component and of
acquiring corporations differ, the net incomes
of the components should be reallocated on a
monthly basis to periods that coincide with the
taxable periods of acquiring corporations.................... .....................
(4) No part of the actual income of either a com
ponent or an acquiring corporation during any
part of the four-year base period should be ex
cluded from the income computation................................................
(5) A taxpayer should, at its option, be permitted to
exclude the net income or loss of any predecessor
or component........................................................................................
(6) Section 742(e) relating to intercompany divi
dends is unnecessary and should be eliminated........ .......................
(7) A taxpayer should be entitled to include in the
base-period income computations its own or a
component’s constructive income for the period
prior to incorporation provided there is no dupli
cation .....................................................................................................
(8) All foreign corporations should not be excluded
from the provisions of Supplement A ................................................
F. When properties are acquired in a nontaxable exchange
for stock and bonds, the basis of the properties should be
reduced by the face value of the bonds, the balance
3
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treated as property paid in for stock, and the bonds
recognized as borrowed capital under the provisions of
section 719........................................................................................................

21

The relief sections, which we favor in
principle, should be broad enough to
cover all possible abnormalities and
provide a method that will relieve the
abnormal situation in a manner that
will make the resulting tax normal.

A bnormalities and the R elief
T hereof (Sec . 721-723)

Generally speaking, abnormalities
which result in an inequitable assess
ment of tax will develop in respect of
(1) Current year income
(2) Base-period income
(3) Investment capital

A. A bnormalities with R espect
C urrent Y ear Income

Abnormal situations, unless corrected,
not only result in an inequitably high tax,
thus distributing the tax burden un
fairly but also create disturbing influ
ences in our national economy. Any tax
payer called upon to pay abnormally
high taxes, in comparison with taxes of
competitors not so unfortunately situ
ated, is seriously handicapped and the
normal trend of business activity suffers
accordingly.
While it may be desirable to avoid
such a form of relief as was allowed in
prior excess-profits-tax acts which per
mitted special assessment, that can be
done only if proper provision be made
for the relief of all inequitable situa
tions. The difficulty with special assess
ment lay not in the abnormalities
(covered in general terms) for which the
statute granted relief, but in the fact
that the method or manner of determin
ing the relief was not related to the
abnormality. Often the result was an
assessment that was still too high, or
perhaps too low, rather than a fair
assessment. It must be recognized,
however, that the special-assessment
form of relief was broad enough to take
care of all abnormal situations, and the
result placed such taxpayers as were en
titled to it in a position comparable
with competitors. Furthermore, it was
administered with fewer complications
and difficulties than are likely to be ex
perienced with relief provisions which
require more specific adjustments.

The most serious abnormality that
will result in a disproportionately high
tax is that which results from the tech
nical requirements of the statute deal
ing with the recognition of taxable in
come and the year in which it must be
subjected to tax. Tax laws call for the
recognition of income, computed annu
ally, on a basis specified in the statute
rather than in accordance with accepted
accounting principles. This often re
quires that income be taxed in one
particular year though it results from
the activities or expenditures of a longer
period of time, or is due to events which
occurred in a prior tax year. Hence, true
excess profits will not be reached unless
income of that type be redistributed over
or to the period to which allocable.
Section 721 as it now stands ade
quately covers such a situation to the
extent that the income results from cer
tain specified activities or business oper
ations. It fails, however, to grant ap
propriate relief in the case of income not
derived from the six specified sources.
We urge, therefore, the enactment of a
general provision for the reallocation or
distribution of any abnormal income re
ceived in any year. Specifying particu
lar types of abnormal income necessa
rily excludes from adjustment other
types not mentioned.
Inasmuch as the adjustment can be
(as now) predicated upon a showing
that the receipt of the income is abnor
mal or that the amount thereof is
4
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grossly disproportionate in relation to
amounts derived in preceding years,
we see no reason why a general pro
vision with such protective features
should not be enacted. Accordingly, we
suggest the adoption of a broad general
provision along the lines of the sug
gested draft hereto annexed. To avoid
any doubts regarding the types of in
come now specified, which might arise
were they eliminated, they are included
in full in our suggested draft. It is not
intended that income (or tax) which
may be abnormally high as a result of
either high prices or an unusual expan
sion of business activities should be
subject to adjustment, and we believe
that the proposed section 721 annexed
will not permit adjustment in such
cases. If necessary, specific reservations
to that effect can be added.
In considering this proposal for a
substitute section 721, it will be ob
served that, in addition to broadening
its application, several new ideas have
been injected into it. These we regard
as important. They should be included
in the statute even if a broad general
relief section of the type suggested be
not enacted. They include the following:
(1) A limitation on the tax on income
which may be attributable to a
future year.
(2) A provision for adjusting only the
net income after deducting direct
costs and expenses, rather than
gross income.
(3) A provision for reducing the ab
normal net income by the income
tax thereon.
(4) A provision to take care of situations
wherein the taxpayer was not in ex
istence for four preceding years.

will not exceed the tax th at would have
been payable without recourse to the
relief section. The propriety of such
treatment is already recognized with
respect to income attributable to prior
years. There is no more reason to tax
income attributable to a future year at
a rate in excess of what would be pay
able for the current year than there is to
subject to a higher tax rate the income
attributable to a prior year.
If such a limitation be not added the
statute should be modified to make it
at least optional, on the part of the
taxpayer, to elect to defer income to a
future year. As matters now stand the
Commissioner of Internal Revenue
seems to be free to require such a re
distribution, even if it increases the
tax, and can do that after later develop
ments indicate a higher tax would be
assessable. The speculation on future
rates and tax brackets, if it must re
main, should rest with the taxpayer.

(2) The adjustment should be only for the
net income after deducting direct costs
and expenses, rather than gross income
The statute as it now stands deals
with gross income, yet in many cases
the receipt of the gross income also in
volves a deduction for losses, expenses
or costs directly related to the produc
tion of the gross income. As the adjust
ment is to relieve abnormalities, it
should be with respect to the net amount
of abnormal income because in the final
analysis the tax is based on net income
—not gross income. For example, if a
taxpayer should recover a substantial
amount as a result of prosecuting a
claim, it is quite probable that there
would also be paid or incurred during
(1) The tax on income which may be attrib the same year a comparable legal fee or
utable to a future year should be limited other costs related to the prosecution
Inasmuch as the purpose of section of the case. Eliminating the gross in
721 is to grant relief from taxes that come without also eliminating the costs
would otherwise be payable under sub and expenses relating thereto would in
chapter E, there should be included a some cases result in such a distortion of
provision limiting the tax on income income that the result, after the adjust
attributable to a future year so that it ment under section 721, would be more
5
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abnormal (a tax sometimes still too high income without deduction of the ap
but more often too low) than if no ad propriate tax thereon.
justment were made. This would be
Accordingly, therefore, abnormal net
particularly true with respect to in income which is made the subject of
come which might be attributable to a adjustment in the suggested section 721
non-excess-profits-tax year, in which is the amount of the gross income less
circumstances the income would not be the direct costs and expenses, less also
subjected to excess-profits tax but the the income tax attributable to the in
expenses and deductions attributable come from the abnormal source.
thereto would be deductible for excess(4) Situations wherein the taxpayer was
profits-tax purposes.
not in existence four preceding years
Accordingly, our suggestion involves
should be covered
a transfer or redistribution of abnormal
In providing that the amount of cur
net income rather than gross income, and
in defining that term, provision is made rent-year income must be compared
for deducting from gross income the with the amount of income from similar
costs and expenses directly attributable sources for the four previous years to
thereto, or out of which the abnormal determine whether the former is grossly
income arises. The adjustment is spe disproportionate, no provision has been
cifically limited to direct costs and ex made for cases wherein the taxpayer
penses to avoid the necessity for or the was not in existence four previous years.
disputes likely to arise in connection Hence, the status of such a taxpayer is
with the apportionment of ordinary and in doubt. To clarify this situation and to
general overhead expenses.
eliminate possible dispute in the future,
it is suggested that in cases wherein the
(3) The abnormal net income to be re taxpayer was not in existence four pre
distributed should be reduced by the vious years comparison should be made
income tax thereon
with such previous years as are avail
Similarly, we believe that appropriate able, so that, for example, if the tax
adjustment should be made to reduce payer were in existence only two pre
the abnormal net income by the amount vious years a comparison should be
of income tax attributable thereto, with those two previous years only.
which income tax is deductible in de
termining excess-profits net income. (5) Change of accounting period
It is proper that income taxes should
It will be noted that in the suggested
be deducted before reaching a result substitute section 721 there has been
that is termed “ excess profits,” but it included no reference to abnormalities
is going too far the other way to elimi resulting from a change in accounting
nate net income arising from some ab period. Though abnormal situations will
normal cause and still permit the deduc result from a change of accounting
tion of the income tax thereon. Under period, particularly in the light of the
such circumstances normal net income provisions of section 711 relating to
is improperly reduced by income tax periods of less than twelve months, they
not related to it.
are not caused by income being included
Failure to provide for this adjustment in a taxable year rather than a different
would thus produce another abnormal taxable year. It is suggested, therefore,
ity. Similarly, when the abnormal in that provision for the relief of this ab
come is transferred or redistributed to normality be eliminated from section
another year subject to excess-profits 721, the general method and purpose of
taxes, there would otherwise be included which is not applicable to the afore
in the income of the other year the gross mentioned situation.
6
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velop with respect to present and future
income. Hence, a statute which limits
relief to specified classes or sources of
income is certain to fail to cover all
possibilities. That has led to our recom
mendation that a broad general provi
sion be adopted. But if that should be
not acceptable, then certain additional
types of abnormal income, which have
come to our attention, should be added
to the present form of section 721. They
are:

When a taxpayer files a return for a
short period, the income falls either
within or without that short period, as
do the deductions, in accordance with
the nature of the items involved and in
the taxable period in which they nor
mally would fall. There is no duplica
tion or shifting, as might be the case
when a taxpayer changes its accounting
method.
However, the statutory requirement
that the short-period income be placed
on an annual basis, which presumes
that the monthly average income for the
short period would be the same as the
monthly average would be for income
for a full twelve-month period, will re
sult in a distorted and abnormally high
tax if the short period covers seasonal
operations or if by reason of the techni
calities relating to deductions (such as
numerous taxes which are technically
deductible in full on one day) certain
items really applicable to the short pe
riod are not deductible in the short
period because, though annual, the
year’s deduction accrues on one day
falling outside the short period. The
opposite result, too low a tax, might
also obtain if the short period covers the
off season or deductions really applica
ble to a full year fall within the short
period.
To relieve this abnormality and the
inequity that is caused by the applica
ble provisions of the statute, it is sug
gested that the provisions of section
711 (a) (3) be modified in accordance
with the recommendation made by this
committee under date of October 14,
1940. That recommendation and an il
lustration of how it would work out, as
set forth in the October 14, 1940, report,
is annexed.

(1) Income resulting from the sale, dis
tribution, or disposition, other than
collection in the ordinary course of
business, of instalment obligations.
(2) Advance rentals or bonuses re
ceived in connection with a lease,
rental, license, or similar agreement
covering a period of more than one
year.
(3) Income such as interest, rental,
royalties, etc., covering a period of
more than one year which becomes
taxable in one year either because
of the use of the cash basis, because
it is technically payable only when
earned or was not accruable a t the
usual time because of uncertainty
regarding its ultimate collection.
(4) Income resulting from the disposi
tion of current assets (receivables,
inventories, securities, etc.) by rea
son of an enforced reduction in the
basis thereof on account of cancella
tion or retirement of indebtedness
in connection with receiverships or
under section 215.
(5) Income first received in the form of
foreign currencies having no dollar
value (hence not then taxable) be
cause of present world conditions,
blocked currencies, exchange re
strictions, etc., which later becomes
taxable when restrictions are lifted.
This would not be covered by subparagraphs (a) relating to claims or
(f) foreign dividends where the
claim or dividend receivable has
been liquidated by payment in for
eign currency or property which has
no present realizable dollar value.
(6) Sections 711 a (1) (c) and 711 a (2)
(e) adequately cover the abnormal

B. S ome A dditional Items W hich
S hould B e Covered S pecifically
if a B road, G eneral P rovision
Is N ot A dopted

No group can expect to anticipate all
types of abnormalities which may de
7
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income arising from the discharge or
retirement of debt evidenced by the
type of obligation therein referred
to. However, this affords no relief
to the taxpayer deriving taxable
income through the cancellation,
settlement, discharge, or retire
ment of other types of debt, but
such taxpayers are equally entitled
to relief. Such income should, there
fore, be included in the provisions
of section 721 or the provisions of
section 711 a (1) (c) and 711 a (2)
(e) should be broadened to embrace
them.
(7) Income derived from the proceeds
of life insurance when the same con
stitutes taxable income by reason
of the policy having been acquired
for value is abnormal and should be
allocated to the years during which
the premiums were paid in propor
tion to the amounts of the annual
payments.

are not recognized in computing the
excess-profits credit.
The members of the American Insti
tute of Accountants believe that unless
proper provision for the relief of ab
normal situations arising from any one
or all of the above causes be granted,
the statute will produce most inequita
ble results. Whether these be many or
few is not material, for not even one
taxpayer should be subjected to an
inequitable tax because the statute
fails to provide adequate relief for such
a case. The fact that only a few tax
payers might suffer a particular hard
ship makes it more important that
relief therefrom be afforded by the
statute. If every taxpayer suffers alike
then the result ceases to be inequitable;
hence, there should be no failure to
provide adequate relief merely because
relatively few taxpayers would be
concerned.

C. A bnormalities
to

with R espect
B ase -P eriod I ncome

(1) The deduction, during the baseperiod years, of abnormal expenses,
losses, or other deductions
Appropriate provision has been made
for the adjustment of the base-period
income in respect of several unusual or
abnormal losses or expenses which were
deducted in determining normal-tax
net income or special class net income
during base years. However, the par
ticular paragraphs of the statute deal
ing with such adjustments require
some clarification or enlargement, and
several additional adjustments should
be allowed.

Abnormalities with respect to baseperiod income may arise in five different
ways, each of which should be appro
priately covered by the statute, as
follows:
(1) Through the deduction, during the
base-period years, of abnormal ex
penses, losses, or other deductions.
(2) Through the nature of the business
or industry in which the taxpayer
was engaged, if it was generally sub
normal during the base period or a
substantial part of it.
(3) Through the nonrealization of in
come, eventually derived in a later
year, from the business or activity
of one or more of the base years,
which income is not included in in
come of the base years.
(4) Because during all or part of the
base period the business of the tax
payer was in a development phase.
(5) Because during part of the base
period the business was operated as
an individual proprietorship or
partnership and under the present
statute the earnings of the partner
ship or individual proprietorship

(a) Casualty Losses, etc.
Section 711 (b) (1) (E) provides for
the adjustment of losses sustained
through casualties, etc., to the extent
not compensated by insurance. It is not
clear whether the adjustment is limited
to losses on the taxpayer's own prop
erty or includes any losses or damages
suffered by others for which the tax
payer was required to make payment.
8
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was disproportionate to the amount in
previous years. It would seem from
this language that even if it is normal
for the taxpayer to incur such losses and
if the amount in the particular year is
disproportionate, then the adjustment
to be made would be for the full amount
of claim rather than merely the dis
proportionate excess. Such an inter
pretation seems illogical and such an
adjustment would not appear to be
proper, yet it seems perfectly possible
to make such an interpretation. This,
because of the fact that the following
subsection (H), which likewise refers
to deductions which, though normally
incurred, were incurred in an amount
disproportionate to the deduction of
prior years, provides that the amount
of the adjustment is only for the dis
proportionate excess. The failure to
state in subsection (G) that the adjust
ment should be for the disproportionate
excess, as specifically provided in the
following subsection (H), would sup
port the interpretation that under
subsection (G) the entire amount of the
claim should be excluded as a deduction.

The regulations recently promulgated
are silent on this point. The subsection
refers particularly to deductions under
section 23 (f) of the Internal Revenue
Code. As to reimbursement for damages
sustained by the property or person of
others it has never been important to
determine what particular section per
mitted such deductions, and it is not
clear whether they come under section
23 (f) or another section. However,
whether the loss is the result of damage
to the taxpayer’s own property or to
the person or property of others, in
cluding employees, the loss is neverthe
less a loss sustained as the result of a
casualty. We recommend, therefore,
that subsection 711 (b) (1) (E) be
clarified to make it certain that it em
braces all such losses.
(b) Losses Through Claims, etc.
Section 711 (b) (1) (G) covers the
adjustment of amounts “ attributable
to ” claims, awards, judgments, etc.
It is not clearly indicated whether this
paragraph is intended to include only
the amount of the award and any inter
est thereon or also other expenses re
lating thereto, such as attorney fees
incurred in the litigation, and it does
not cover expenses and fees incurred in
successfully defending a claim that was
not allowed. Successful defense, as a
rule, is more expensive than an un
successful defense. In either event, the
costs and attorneys’ fees are just as
abnormal as the amount of the claim or
award itself, and we suggest that the
statutory provisions be extended to
cover specifically such items, including
those incurred in a successful defense
against any claim.
Furthermore, the language of the
subsection referred to seems faulty or
a t least ambiguous with respect to the
amount to be excluded. It provides for
the exclusion of the deductions a t
tributable to a claim, etc., if abnormal
for the taxpayer to incur such liabilities
or, if normally incurred, the amount

(c) Intangible Drilling Costs
With respect now to subsection 711
(b) (1) (H), it has been observed that
the statute does not indicate clearly
what amount is to be made the subject
of adjustment in cases where part of
the intangible drilling costs, etc., was
charged to expense and part was capi
talized. It is noted that the acertain
ment of whether or not the amount is
disproportionate is dependent upon
the amounts of the liabilities incurred
rather than the amount deducted as
expense. It will be recalled that intangi
ble drilling costs have heretofore been
regarded as elective items which the
taxpayer could charge to expense or
capitalize in accordance with whatever
method may have been elected a t the
appropriate time. Hence, the use of the
term “ liability incurred” rather than
“ expense deducted” leads to the con9
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clusion that the ascertainment of dis
proportionateness is to be based on the
total amount of liabilities incurred for
the purpose whether they were ex
pensed or capitalized.
However, even though the liability
incurred in a particular year may be
disproportionate, a portion of the total
may have been capitalized so that the
expense deduction was not dispropor
tionate. This interpretation can work
two ways. For example, a taxpayer may
have incurred in a base year a total
liability of $400,000 and an average
annual liability of $100,000 in the four
previous years. Thus, so far as the
liability incurred is concerned, the
base year amount is disproportionate
to the extent of $300,000, but if, of
that $400,000 liability incurred in the
base year, $300,000 was capitalized,
then so far as income is concerned the
$100,000 deducted was not dispropor
tionate in relation to the amount de
ducted in prior years. It would seem
that under such circumstances no ad
justment should be allowable, but if
disproportionateness is to be based on a
comparison of liabilities incurred an
adjustment could be claimed under the
provisions of subsection (H) .
On the other hand, if in a base year
a liability of $400,000 was incurred and
the liabilities incurred in the four
previous years averaged $400,000 an
nually, of which only $100,000 was
deducted, but the entire $400,000 was
deducted in the base year, there would
be no abnormality on the basis of
liabilities incurred but there would be a
serious abnormality on the basis of the
amounts expensed. In such circum
stances, an adjustment of the base-year
income should, logically, be permitted,
yet it would appear that under the
terms of the statute it would not be
allowable.
We suggest a clarification of this
subsection in order to provide that the
ascertainment of disproportionateness
be based on the amount expensed rather

than on the amount of the liabilities
incurred.
(2) Inventory losses
One additional major item will, we
believe, seriously distort the baseperiod averages of many taxpayers.
We suggest provision be made for ex
cluding the deduction for abnormal in
ventory losses which occurred as a re
sult of very sharp declines in the prices
of most basic commodities as well as
many manufactured items in which the
material cost is a major element. Many
taxpayers reported abnormally low in
comes, or even losses, in 1937 or 1938
on that account.
This condition grew out of the un
usual conditions prevailing at that
time, war scares and so forth, and to
the extent that net taxable income was
reduced as a result of such abnormal
inventory losses, the result cannot be a
fair indication of normal earning capac
ity. We urge therefore that there be
added to the provisions of section 711
(b) (1) a further adjustment to provide
for the exclusion of abnormal inventory
loss deductions.
(3) Income taxes
Although the statute generally pro
vides for excluding abnormal income or
deductions in the base period and cur
rent years, the correction of such ab
normalities in the manner provided
may create an abnormality of another
type, because the income-tax deduction
is not adjusted. By providing for the de
duction of income tax on a lesser net
income than is used for excess-profits
credits the average base-period income
is overstated.
The same result also obtains when
the current-year excess-profits net in
come is computed. This committee has
suggested that in adjusting abnormali
ties in current-year income the abnor
mal net income be reduced by the in
come tax attributable thereto. We now
suggest that the statute be amended to
10
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ing the base years, but that is mean
ingless in the case of a taxpayer having
no income from other sources, and even
if the taxpayer had income from other
sources a reasonably fair result would
not be obtained if there were not in
cluded in the base period the income
really attributable to it but not de
rived, from a tax point of view, until
(4) When the business or industry in after it ended.
which the taxpayer was engaged was
The illustration of the long-term
generally subnormal during the base contracting corporation reporting on a
period or a substantial part of it
completed contract basis is in point.
Taxpayers engaged in some indus Assume, for example, a three-year con
tries are at a serious disadvantage under tract covering 1938, 1939, and 1940
the existing law as the particular base- (and no other income or contracts dur
period years specified in the statute ing the same period). If it earned
embrace a period during which their $300,000 profit, the entire amount falls
industries operated at a subnormal into normal tax net income for 1940.
level. This situation was brought out Under section 721 a part, say twoa t the time of the hearings on the re thirds, of the income may be excluded
cently enacted second revenue act of for 1940 excess-profits-tax purposes. But
1940. Hence, we submit no extended though it really earned $100,000 during
discussion but repeat the suggestion each of the years 1938 and 1939 it is
previously made that taxpayers be allowed no income for those two years.
given the option of selecting an earlier
On the other hand, a contractor
four-year period during which business otherwise similarly circumstanced, but
conditions were normal or at least be reporting income for tax purposes on a
permitted to select any three of the four partial completion basis, also would
base years now provided. The right to report $100,000 for excess-profits-tax
such an election can be predicated on a purposes in 1940, but would have
showing that the 1936-1939 period was $100,000 of earnings for each of the
subnormal, so as to make it a relief years 1938 and 1939 on which to base
matter.
the excess-profits income credit.
Such an abnormality should be cor
(5) The nonrealization of income, even rected.
tually derived in a later year, from
According to the Senate finance
the business or activity of one or more committee report it was intended that
of the base years, which income is not any abnormal income collected during
included in income of the base years the excess-profits-tax years, but at
One of the serious abnormal situa tributable to the base-period years,
tions that has developed arises out of should be added to the base-period
the fact that in many instances income income, for the purpose of determining
which was really being earned during, the credit. The law, however, does not
and attributable to activities of, the clearly indicate that that should be
base period was not derived, from a tax done and the commissioner of Internal
point of view, until after the close of the Revenue has provided in his regulations
base period; hence, the base period in that the base-period income is not to
cludes all the expense but none of the be adjusted by and in respect of abnor
income. Some relief may be obtained mal income attributable thereto but
by excluding some of the expenses dur derived in later years.
11
provide that the deduction for income
taxes in the base period or current year
be an amount equal to what would
have been payable had the expenses,
deductions, or income, which are ex
cluded in computing excess-profits net
income, also been excluded for normal
income-tax purposes.
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though often advertising and similar
expenses may be high in relation to
sales, because in reality all the ex
penses and efforts of the corporation
are devoted primarily to the develop
ment or educational phase of its ac
tivities. Expansion and development of
operations is thus paramount and
profits are secondary.
Eventually, perhaps, in 1937,1938, or
1939 the business reaches a developed
(6) When during all or part of the base state and thereafter is on what may be
period, the business of the taxpayer termed a normal earnings basis. Under
was in a development phase
the present statute such a corporation
Another abnormality, for which no would determine its average earnings
provision is made in the statute, in by taking into account the results of
volves corporations which were engaged operations during the development
in developing a business during the stage, when they were either a loss or
base period, so that for all or a portion very little income. Averaging such re
of it the earnings derived are not fairly sults with the results of one or two years
indicative of normal earning capacity. of developed business and normal in
While provision is made for the elimina come produces a base income for the
tion or exclusion of the deduction for purpose of computing exemption that is
expenses in connection with certain abnormally low, and the result is ab
types of development or exploration normally high excess-profits taxes. Such
work, that provides no relief for a tax a taxpayer would really be subjected
payer that had little or no income be to excess-profits tax on normal income.
To alleviate this hardship we urge
cause of the fact that it was doing
nothing but development work. Further that the relief sections provide that if a
more, it provides no relief for taxpayers taxpayer can establish that during any
engaged not in oil-well or mine devel portion of the base period it was en
opment but in developing another gaged in developing a new business so
type of business. These are also en that operating results for that period
did not reflect normal earning capacity,
titled to relief.
This abnormality is best illustrated the development portion of the base
by the case of a corporation that sets period should be excluded from the com
out, say in 1934, to establish and de putation of the average base-period in
velop a new business. Such cases come and the credit be based on the
usually involve a trade-mark, name, or average annual excess-profits net in
brand, or perhaps a patent covering the come earned during such portion of the
manufacture of the article. The de base period as did not cover a period of
velopment of such a business usually development.
The foregoing will not afford relief
requires the creation of a public fol
lowing, either retail consumer or in to corporations that remained in the
dustrial. In each case the education of development stage throughout the base
the prospective purchasers becomes period, since none of the base years re
necessary and a period of years of little flect normal earning capacity. As to
or no profit must be anticipated. In these, some arbitrary formula must be
such circumstances one cannot single applied and we suggest the allowance of
out any particular expense which might a credit equal to a percentage of the
be made the subject of adjustment, current-year excess-profits net income,
12
In the interest of a more equitable
law, we urge that the intention of the Sen
ate as expressed in its report be carried
out by an amendment to the statute.
It may be more appropriate to in
clude this provision, or such amend
ments as may be necessary to ac
complish the desired result, in section
711 of the Internal Revenue Code
rather than in section 721.
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on the true earning power of the busi
ness which is denied to the taxpayer
incorporated after January 1, 1936.
Though the amounts may not be
large they are of the greatest conse
quence to the taxpayers concerned and
it is believed that the revenue involved
in granting relief from such an inequi
table situation would be of little conse
quence so far as government revenues
are concerned.
Obviously, the simplest method of
correcting the abnormality would be to
recognize, in computing the income
credit, the earnings of the unincorpo
rated business prior to its incorporation.
The place for correction might well be
in Supplement A, thus placing predeces
sor unincorporated businesses in the
same category as component corpora
tions. In providing for this, however,
the statute should require that there be
deducted reasonable compensation for
services rendered by the proprietors and
federal income taxes that would have
been payable on the resulting net in
come if the business had been that of a
corporation.

say 75 per cent, as a third alternative
credit. Further study of the available
statistics by the Treasury Department
may indicate that some other rate, ap
proximately the average-earnings credit,
would be more equitable—both ways.
(7) Cases involving the incorporation
during the base period of a business
carried on by an individual propri
etorship or partnership
Congressional discussion on the sec
ond revenue act of 1940 indicated that
the provisions of section 722 were broad
enough to cover the case of a taxpayer
corporation succeeding to the business
of an individual proprietorship or part
nership during the base period (or
later), wherein the “ constructive” in
come for the period prior to incorpora
tion would be considerably less than the
actual earnings of the business either
after incorporation or during the period
of its unincorporated operations.
This abnormality arises mainly in
cases of the smaller corporations, those
in which the net income resulting from
operations is attributable to a material
extent to personal activities of the
proprietors, and in such cases it is found
that the exemption based on invested
capital is relatively negligible and that
the earnings basis only will provide a
reasonable and fair exemption for excessprofits-tax purposes. Where a limited
constructive income based on invested
capital must be taken into account for
part of the base period because the busi
ness was incorporated after January 1,
1936, or only the invested-capital
method becomes available, as in the
case of a business incorporated after
January 1, 1940, the result is not only
abnormal but places the taxpayer in a
most disadvantageous competitive posi
tion in comparison with other corpora
tions, engaged in the same line of busi
ness, which were fortunate enough to
have been incorporated prior to Janu
ary 1, 1936. Such corporations are per
mitted to deduct an exemption based

D. Cases in W hich Invested Capital
Cannot B e S atisfactorily
D etermined

Section 723, intended to cover cases
in which the invested capital cannot be
satisfactorily ascertained in accordance
with the statutory formula, fails utterly
to accomplish the desired result.
The invested capital that can be com
puted under section 723 will be the same
as it would be computed under section
718 except that (1) no distinction can be
made between capital and surplus, so
that if there should have accumulated
an operating deficit, that deficit will,
indirectly, be deducted from capital
paid in and (2) the depletion deductions
would not necessarily be based on cost.
Section 113 of chapter I requires that
with respect to the year 1932 and sub
sequent years the depletion deduction
shall be on the percentage-of-income
13
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basis (if that method was used) rather then absence of data and records, must
than cost. In such cases the basis of now be done.
assets owned at the beginning of the
There are also a number of cases in
year would be reduced by percentage which invested capital was determined
depletion, but if invested capital is com satisfactorily under the old excessputed under section 718 only cost de profits-tax laws but neither invested
pletion would be deducted.
capital nor the basis of assets can be
The fundamental difficulty in deter determined satisfactorily under the
mining invested capital is not overcome present law. That is because under the
by section 723. That lies in the determi prior laws intangible assets acquired
nation of the correct income-tax basis through the issuance of stock could be
of the assets owned at the beginning of included in invested capital only to a
the first taxable year. If any difficulty limited extent, and if acquired as paid-in
is to be experienced in computing in surplus could not be included at all.
vested capital it will lie in ascertaining In many cases it was obvious that the
the correct income-tax basis of the as intangible assets when acquired were
sets and, if that cannot be determined worth more than the maximum amount
for the purposes of section 718, it cannot (if any) that could be included in in
be determined for the computation of vested capital under the statutory limi
invested capital under section 723.
tations. Hence no attem pt was made to
Since the enactment of the second ascertain what the intangible assets
revenue act of 1940 the members of the were really worth. It will now be im
American Institute of Accountants have possible to determine, in a number of
been active in tracing back, for invested- cases, the value of such intangible
capital purposes, acquisitions of assets assets as of the date of acquisition.
as paid-in equity capital. It was thought
Correction of this situation is not a
that when the taxpayer (or a transferor) matter of relief but merely an attem pt
was in existence during the prior excess- to overcome the impossibility of com
profits-tax period (1917-1921), the in plying with the statute. This can be
vested capital and basis of assets were accomplished only through some arbi
determined under the prior laws. How trary adjustment. A taxpayer should
ever, a number of situations have been not be penalized because thirty or more
developed in which it was found that by years ago valuations were not made in
reason of the absence (in 1917-1921) of anticipation of the excess-profits-tax
the necessary data it was impossible to legislation of 1940, or because in the
ascertain the value of property paid in interim records which might have per
as invested capital. In such cases the mitted making the necessary valuation
tax was computed under the provisions were destroyed or lost.
Most of the cases in this category in
of sections 327 and 328. Generally
speaking, those were the cases of cor volve the acquisition of assets prior to
porations organized a number of years 1913. Since 1913 and until the so-called
prior to 1917 wherein it was impossible reorganization sections became part of
to ascertain either the nature of the the law, ascertainment of the value of
assets originally paid in for capital intangible assets was necessary for in
stock or the value thereof even if the come-tax purposes. Furthermore, since
that time taxpayers have reported tax
nature were known.
Section 723 provides no relief for or able income so that the basis of valua
any method of determining invested tion is probably available even if the
capital in such cases. The taxpayers valuations were not then made.
One method of adjustment in such in
now find that what could not be done
twenty-two years ago, because of the stances might be to allow such tax
14
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For the clarification or betterment of
Supplement A we make these specific
recommendations:

payers to include in invested capital the
value at March 1, 1913, of any assets
then owned which were paid in for stock
or as surplus.
Another method which might give
partial relief would be to recognize the
par or stated value of securities or stock
issued for such assets. While this method
might result in some cases in allowing
too high a value, and in other cases too
low a value, it would at least provide
some allowance in all cases.
A third, and perhaps the most equi
table, solution would be to compute the
tax under provisions similar to sections
327 and 328 of the prior excess-profitstax laws. That method, however, for
such limited situations, would involve
a not inconsiderable administrative ex
pense and from a revenue point of view
it is doubted that the amount of tax
that might be involved would compen
sate for the cost of administering such
a provision and developing the adminis
trative control and data that would be
necessary for the determination of tax.
As a means of adjustment to provide
a basis for compliance with the statute,
we recommend the second method
above outlined, namely, that the par or
stated value of stock issued for assets
be recognized in any case wherein it is
not possible to ascertain the correct
amount includible under section 718 or
section 723.
E. S upplement A R elating

to

(1) It should be provided that Supple
ment A is intended to grant addi
tional benefits not conferred by
other sections of subchapter E and
is not in lieu thereof.
(2) Provision should be made for in
cluding, in the determination of
base-period average earnings, in
come derived by a partnership or
individual proprietorship which was
incorporated after the beginning of
the base period.
(3) The income of a component brought
into the determination of the tax
payer’s average base-period in
come, when fiscal accounting peri
ods differ, should be placed on a
comparable basis by taking into
account a proportion of the in
come of overlapping fiscal years of
the component to coincide with
the accounting period of the tax
payer.
(4) The law should permit the inclusion
in the base-period income of the
earnings of all components and the
taxpayer for the entire four-year
base period and should not provide
either for the exclusion of the in
come of one or more components or
of the taxpayer itself for any por
tion of the period.
(5) The application of the limitations
under section 742 (d) should not be
limited to acquisitions after Decem
ber 31, 1939, or require 75 per cent
stock ownership. On the contrary, a
taxpayer should, a t its option, be
permitted to exclude the operating
results of any predecessor or com
ponent.
(6) Section 742 (e) relating to inter
company dividends is unnecessary
and should be eliminated.
(7) A taxpayer should be entitled to in
clude its own or a component’s con
structive income for the period
prior to incorporation, under cir
cumstances that will not involve
duplication.
(8) All foreign corporations should not
be excluded.

B ase -

P eriod I ncome

The application of the provisions of
Supplement A to specific cases has pro
duced some weird results which, it is
believed, were neither anticipated nor
intended. Furthermore, it is our un
derstanding that this section was adopted
in order to relieve some of the in
equitable situations that would other
wise develop and thus tend to make un
necessary a form of relief similar to
special assessment, yet we find that in
some cases Supplement A produces the
opposite result.
15
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(1) It should be made clear that Supple
ment A is intended to grant additional
benefits not conferred by other sections
of subchapter E and is not in lieu
thereof
The opening paragraph of section 742
provides that the computation of the
base-period income, as therein provided,
shall be in lieu of the method prescribed
by section 713. Thus, instead of being
a relief section, it would appear that
taxpayers coming within the definitions
of section 740 are required to compute
base-period income under the provisions
of section 742 no matter how inequitably
its provisions may affect them, even to
the extent, as will be pointed out here
inafter, of preventing the use of a tax
payer’s own substantial base-period
earnings merely because of a transac
tion subsequently consummated which,
in reality, did not in any way affect the
base-period income or the normal earn
ing capacity of the taxpayer corpora
tion.
We urge, therefore, th at taxpayers
which are entitled to elect the incomecredit method under section 713 be
given the option of using that method,
regardless of the application of section
742, so that such taxpayers will be en
titled to a t least the basic earnedincome credit computed under section
713.
(2) Provision should be made for in
cluding in the determination of baseperiod average earnings, income de
rived by a partnership or individual
proprietorship which was incorpo
rated after the beginning of the base
period
One of the serious defects of sub
chapter E, previously pointed out in
connection with abnormalities and the
relief thereof, is the failure to take into
account the income of an individual pro
prietorship or partnership for the period
prior to incorporation when the business
was incorporated after the beginning of
the base period. This is particularly un

fortunate as it affects principally the
smaller corporations. The larger busi
nesses were incorporated years ago.
Only some of the smaller businesses
have been conducted in recent years on
an unincorporated basis. Companies of
that type are most likely to use the
earnings-credit method, since income of
such a corporation is, to a material ex
tent, the result of the personal activities
of the shareholders, or proprietors,
rather than the use of substantial
amounts of capital. Exemptions or cred
its based on invested capital, therefore,
are apt to be very low and quite out of
line with the normal earning capacity of
the business, taking into consideration
services rendered by the shareholders
engaged in operating it.
When net income is subjected to ex
cess-profits taxes, after a business is
incorporated, the measure of normal
earning capacity is no less because it
was incorporated after the base period
started than if it had been incorporated
prior to the beginning of the base period.
As the normal earning capacity of prede
cessor corporations is recognized for
their successors, so also should the nor
mal earning capacity of a business con
ducted on an unincorporated basis be
recognized as the earning capacity of
the successor incorporated business.
Such a result does not obtain when the
use of actual earnings is permitted only
for the period of incorporation and, for
the prior period, the taxpaper is limited
to a return on capital which does not
represent normal earning capacity.
As indicated in our discussion with
respect to abnormalities, it seems better
to correct this situation by permitting
the inclusion, in the base-period averageearnings computation, of the earnings
of the business prior to incorporation.
This should be limited, of course, to
nontaxable incorporations.
(3) The income of a component brought
into the determination of the tax
payer's average base-period income,

16
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when fiscal accounting periods differ,
should he placed on a comparable
basis by taking into account a pro
portion of the income of overlapping
fiscal years of the component to co
incide with the accounting period of
the taxpayer

not be part of a fiscal-year ending within
a base-period year of the taxpayer. Thus
only three years’ income of the compo
nent is included in the computation, but
the result must be divided by four to
determine the annual average.
To overcome the many different com
plications which might arise, we suggest
that the statute be amended to provide
that the excess-profits net income of any
component corporation be first deter
mined in accordance with its particular
taxable periods, and that such results
be converted to the same accounting
periods as the taxpayer corporation
by the process of using the applicable
portions of the component’s overlapping
fiscal-period incomes averaged on a
monthly basis. Thus, for instance, if the
taxpayer should be on a calendar-year
basis and the component corporation
on a fiscal-year basis ending June 30th,
the income of the component would be
determined under the provisions of sec
tion 711 for the fiscal years ended June
30, 1936, and June 30, 1937, and 6/12,
or one-half, of the income of each of
those fiscal years should be taken as the
1936 calendar-year income to be added
to that of the taxpayer. Such modifica
tion would overcome and eliminate all
of the difficulties th at may grow out of
the fact that the forty-eight-month
period of the taxpayer does not coincide
with the fiscal accounting periods of
component corporations whose income
must be drawn into the calculation. It
would also complete the requirements of
section 742 (f) (2), which now provides
that in the case of a qualified compo
nent corporation, there shall be excluded
the portion of its excess-profits net
income which is attributable to any
period prior to the beginning of the tax
payer’s four-year base period. There is
at present nothing in the statute to in
dicate whether the income prior to that
basic date should be determined on a
pro-rata basis, according to the number
of months in the component corpora
tion’s fiscal period falling prior to the

The effect of section 740 with re
spect to an acquiring corporation is to
provide that the base period shall con
sist of exactly forty-eight months. Yet
section 742, dealing with the inclusion
of component corporations’ incomes,
permits inclusion of qualified compo
nent corporations’ incomes only for
fiscal periods ending with or within the
base-period years of the acquiring cor
poration, including only the compo
nent’s fiscal years beginning after De
cember 31, 1935. When the fiscal years
of the components and the acquiring
corporation coincide, no difficulties arise.
Serious difficulties do arise when the
taxable years differ even when the ac
quiring corporation adopts the same
fiscal accounting period as the compo
nent but was organized after January 1,
1940, and on a date other than the
beginning of its fiscal year. In the latter
case its four base years must be the
forty-eight months immediately pre
ceding the date on which it was organ
ized.
Thus, for example, if a taxpayer using
a calendar-year accounting basis ac
quired a qualified component using a
November 30th fiscal-year basis no in
come of the component would be in
cluded in the 1936 calendar-year in
come of the taxpayer. The component’s
fiscal year ended November 30, 1936,
began before January 1, 1936, and
hence is excluded under section 742 (a)
(2). The income for the fiscal years
ended November 30, 1937, 1938, and
1939, would be added to the taxpayer’s
calendar-year income for 1937, 1938,
and 1939, respectively. The compo
nent’s income for December, 1939,
would not be included, since it would
17
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another corporation, on a reorganiza
tion basis, if th at other corporation
earned less excess-profits net income
during the base period than did the tax
(4) The law should permit the inclusion payer and the taxpayer desires to use
in the base-period income of the earn the income-credit method.
ings of all components and the tax
A typical illustration of how this
payer for the entire four-year base works out is the case of a taxpayer or
period, and should not provide either ganized during the base period and us
for the exclusion of the income of one ing the earnings-credit method and now
or more components or of the tax considering—or was until this situation
payer itself for any portion of the developed—the acquisition, through a
period
nontaxable reorganization, of the busi
Section 742 (f) produces the most in ness and assets of another corporation
congruous results of all. It is funda which has been on a steady decline, los
mentally unsound to the extent that it ing money throughout the base period.
excludes the income of either the tax Taking over the losing corporation
payer or a component corporation for would be a desirable step from the na
portions of the base period. Under sec tion’s point of view because it would
tion 742 (f) if a taxpayer was not in ex keep going a business that otherwise
istence a t the beginning of its four-year might close down and throw its employ
base period, it can include its own in ees out of work. If the taxpayer should
come in determining its own exemption do so, however, it would lose its income
only from the date it became an ac credit, for it would be denied the right
quiring corporation. Thus a taxpayer to use its own income as the basis for
reporting on a calendar-year basis or exemption, and the corporation it was
ganized on July 1, 1936, and acquiring considering taking over had no net
in December, 1939, another corporation income.
The situation would be almost as bad
under circumstances bringing it within
the provisions of sections 740 to 742, if the taxpayer had been organized prior
would lose the benefit, so far as credits to January 1, 1936, and so had a full
go, of its own earnings from July, 1936, four-year history of its own. It would
to December, 1939, even though they then be required to reduce its own earn
were at the rate of a million dollars a ings by the substantial losses sustained
year, and even though the substitute by the corporation it was considering
therefor, a component corporation’s taking over. Thus it would have to
earnings, may be only a thousand dol pay twice to take over the business of
lars a year or perhaps nothing if the the corporation that is on the decline—
component corporation has been losing once, in consideration for the acquisi
tion of the remaining assets, property,
money during that period.
Worse still, if such a transaction and business and, second, in the form
should be consummated even now the of a reduced excess-profits credit, which
taxpayer would lose the benefit of its would result from combining the loss of
own earnings throughout the entire the component-to-be and the income of
base period, to say nothing of the con the taxpayer for the base years.
structive income to which it would be
Similarly, absurd results grow out of
entitled for the period prior to July 1, the provisions of section 742 combined
1936, when it was organized. That pro with section 740 (c) relating to qualified
vision of the law will effectively stop component corporations. Here the in
any taxpayer corporation from herafter come of a component corporation that
acquiring the business and assets of was not actually in existence at the be
18
basic date, or should be based on actual
earnings for that prior period—which
may not be ascertainable.
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ginning of the base period of the tax business, including for any period prior
payer is excluded. Thus, if Corporation to incorporation a “ constructive” in
A were in existence prior to January 1, come, and that the combined results of
1936, and Corporation B were organized all such determinations should be re
July 1, 1936, and they both report on a garded as the base-period net income of
calendar-year basis, the income of each the taxpayer emerging as a result of the
corporation would provide the basis for transaction.
exemption from excess-profits tax for
the base period and, in addition, Cor (5) The application of the limitations
under section 742 (d) should not he
poration B would be entitled to bring
limited to acquisitions after December
into its computations constructive in
31, 1939, or require 75 per cent stock
come for the six months preceding its
ownership. On the contrary, a tax
incorporation, July 1, 1936. Should
payer
should, at its option, be per
these two corporations and the busi
mitted to exclude the operating results
nesses be merged into A, say subsequent
of any predecessor or component
to January 1, 1940, the income of Cor
poration B would disappear as a basis
Equally unfortunate and inequitable
for credit. Thus there is injected into in its results is the fact that the net re
our national economy a disturbing influ sults, regardless of what they may have
ence and an additional expense and cost been, of any corporation which is a
that would grow out of what might qualified component corporation must
otherwise be a very sound and de be drawn into the computation. The
sirable merger. This, despite the fact effect of this is partially overcome by
that the revenues of the government the provisions of section 742 (d), but the
should benefit anyway to the extent application of that subsection is limited
that the merger of the two corporations to cases in which there was a commun
would reduce the number of corpora ity of stock ownership to the extent of
tions by one and there would be but one 75 per cent on September 11, 1940.
series of brackets up to $500,000 to be
This effect of the statute will defi
deducted before the excess income be nitely prevent the merger of a profitable
came subject to the 50 per cent maxi corporation desiring to use the incomemum excess-profits tax.
credit method by reason of profitable
We urge then that all these compli operations during the base period with
cated restrictions and limitations upon any other corporation that sustained
the inclusion in base-period earnings of losses during any or all of the basethe income of either an acquiring cor period years.
poration or a component corporation,
If a taxpayer should now take over,
dependent upon when the several cor in a transaction covered by section 740,
porations involved were organized or a corporation that has been on the de
became acquiring or component corpo cline or losing money during the base
rations, be eliminated and that it be period, it should not be further penal
provided that the appropriate excess- ized by being required to reduce its
profits net income of all corporations or excess-profits credit. It is all in the inter
businesses that are merged as a result of est of the government and of this coun
transactions specified in section 740 be try as a whole that strong corporations
brought into the computation of base- take over and sustain the weak and thus
period income. It is proper, and should keep the facilities of the latter in opera
be so provided in the statute, that the tion and its employees at work. The
base-period income for the full four fact that a successful corporation is
years be determined for each corpora willing to take over the assets and busi
tion constituting the now consolidated ness of one that is on the decline, in the
19
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hope that it will be able profitably to
operate the business and property of the
weakened corporation, should not make
it subject to a penalty in the form of
additional excess-profits taxes.
If the transaction turns out success
fully for the acquiring corporation and
it is able to increase its profits by reason
of taking over the other corporation,
that in itself should increase the income
subject to excess-profits taxes and the
taxes payable thereon. The tax should
not be further increased by a forced re
duction of the income exemption of the
taxpayer. To overcome this inequitable
and business disturbing situation, we
urge that the provisions of sections 740
to 742 be made not mandatory so far as
the taxpayer is concerned and th at the
taxpayer be permitted, at its option, to
exclude or fail to take into its baseperiod income computation the results
of any component corporation.
(6) Section 742 (e) relating to inter
company dividends is unnecessary
and should he eliminated
It seems clear that section 742 (e)
must have been retained in error. There
appears to be no reason to retain in the
statute complicated sections dealing
with the elimination of intercompany
dividends when the very definition of
excess-profits net income which is in
volved in section 742 requires that all
dividends from domestic corporations,
intercompany or otherwise, be first
eliminated in the determination there
of.
(7) A taxpayer should be entitled to in
clude its own or a component's con
structive income for the period prior
to incorporation, under circumstances
that will not involve duplication
It is the purpose of the statute to en
deavor to ascertain, so far as it can
through a statutory formula, the nor
mal earning capacity of every taxpayer,
to the end that only earnings in excess
of the normal shall be subjected to ex
20

cess-profits tax under subchapter E. In
pursuance of this purpose, in the case of
corporations that were not in existence
during the whole of the four-year base
period, provision is made for including
in the income computation a “ con
structive” income measured by an 8 per
cent return on the invested capital. The
invested capital is taken as of January 1,
1940, or the beginning of the first excessprofits-tax year. That of itself may pro
duce an abnormal result because it fixes
an arbitrary date.
Sections 740 to 742 accentuate the
inequity to the extent that they fail to
permit taking into account a “ construc
tive” income when a component cor
poration or an acquiring corporation are
both involved. For example, if Corpora
tion T were organized January 1, 1938,
operated its business for a year, and on
January 1, 1939, acquired, on a basis
making it an acquiring corporation, the
business and assets of Corporation B
which was in existence prior to January
1, 1936, Corporation T would then be
entitled to include in its base-period in
come the earnings of Corporation B for
the four-year period, its own earnings
for 1939 but not 1938, and no “ con
structive” income for itself for the years
1936 and 1937. Yet the aggregate result
would have to be divided by four. To
illustrate the inequitable result, assume
that Corporation T had invested capital
on January 1, 1940, of $1,000,000 and
earned during 1938-1939 eight per cent
thereof or $80,000 a year. Standing
alone, its average base-period earnings
(constructive and actual) would provide
a credit of 95 per cent of $80,000, or
$76,000.
On the other hand, if on January 1,
1939, with $500,000 additional capital
it acquired all the assets and business of
Corporation B which earned $50,000
during each of the three years preceding
1939, and the B business likewise pro
duced $50,000 in income during 1939,
the base-period income exemption would
amount to only $66,500 a year, yet en
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tering the first excess-profits-tax year
would be a combined business with a
demonstrated earning capacity of $130,
000 a year. Had the companies not
merged $123,500 would have been the
combined income exemption computing
each one separately. By reason of the
merger, the statute reduces the exemp
tion to $66,500 despite the fact that only
one $500,000 bracket would be available
to the combined businesses ($1,000,000
would have been similarly available to
the two separate corporations).
It is doubted that such a result was
contemplated or intended. We urge,
therefore, that constructive income of a
taxpayer and/or its components be in
cluded in determining the average baseperiod income. To prevent duplication
there should be excluded from the in
vested capital of Corporation T, for the
purpose of computing “ constructive”
income, any part thereof that arose out
of the transaction whereby it acquired
component corporation B. Thus, in the
illustration the constructive income
would be based on $1,000,000—not the
$1,500,000 actual capital of T on Janu
ary 1, 1940.

prior revenue acts, be recognized under
Supplements A and B.
F. S upplement B—H ighest
B racket A mount and Invested
Capital
Section 751
We understand that it is the express
purpose of sections 718 and 719 as
modified or limited by section 751 to
perpetuate for invested-capital pur
poses, but without duplication, a pred
ecessor’s basis when properties were
acquired in a nontaxable reorganiza
tion. But that is not the result of sec
tion 751. As an illustration, the follow
ing figures are taken from an actual
case. Corporation A possessed proper
ties having a net basis in its hands
(after deducting its liabilities) of $35,
000,000. Such assets and liabilities were
transferred to Corporation T which
then issued or paid to the shareholders
of A the following:
Cash...................... $ 3,000,000
B o n d s..................
10,000,000
A and B stock (no
p a r)...............
500,000 shares
(Market value $35,000,000)

(8) All foreign corporations should not The stockholders of A (transferor)
he excluded
owned 60 per cent of the outstanding
Section 744 excludes from Supple stock of T (transferee) after the re
ment A all foreign corporations, despite organization. They were taxable on the
the fact that under the provisions of gain—but not in excess of the $3,
section 112 foreign corporations may be 000,000 cash—though how much gain
included. Supplement A, as far as it was taxed is not known to the taxpayer.
goes, is a natural complement to section Corporation A was not taxable on any
112 and there is no sound reason for ex gain. Assuming for the moment that
cluding all foreign corporations from A’s basis of the property ($35,000,000)
is not to be increased by the cash
consideration under Supplement A.
The earnings of a predecessor foreign (though logically it should be, since the
business become subject to excess- transaction was potentially taxable to
profits tax when owned by a domestic that extent), there remains then the
corporation just as do the earnings of a question of the extent to which the
property was paid in for stock. Several
predecessor domestic corporation.
It is recommended, therefore, that a interpretations of section 751 seem
foreign corporation that was recognized possible. Even the regulations do not
as a corporation under the provisions dispose of all doubts, though they
of section 112 (i) of the Internal Reve seem to infer that (1) below is the
nue Code, or comparable provisions of correct interpretation.
21
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(1) That the $35,000,000 basis be at include borrowed invested capital. Had
tributed wholly to the shares of transferor A merely recapitalized, as
stock and treated as equity capital have some taxpayers, and converted
under section 718 and the bonds capital stock into a bonded obligation,
disregarded as borrowed invested it would have been entitled to include
capital under section 719.
(2) That the $35,000,000 basis be re 50 per cent of the bonded indebtedness
duced by the bonds ($10,000,000) as borrowed invested capital. Why
and the balance of $25,000,000 should T be denied the same rights?
Interpretation (3) is open to the
taken as equity capital paid in for
stock, the bonds being disregarded same objection as (2) in that T is de
nied a right granted all other taxpayers
for the purpose of section 719.
(3) That the $35,000,000 be appor though it is mitigated somewhat to the
tioned between the stock and bonds, extent that the equity-invested capital
presumably on a market-value basis recognized is slightly larger. If, how
(35/45 and 10/45 in this case), and ever, the transferor’s basis amounted
the portion assignable to the stock to more than the market value of the
(roughly $27,000,000) taken in as
equity capital and the portion as securities issued the opposite result
signable to the bonds ($8,000,000) would obtain and a loss of part of the
disregarded for borrowed invested- equity paid-in capital (to the extent
that more than par was assigned to
capital purposes.
(4) In either (2) or (3) above the ac the bonds) would be added to the
quisition of properties might be at inequity of being denied the right to
tributed in part to the cash—rather borrowed invested capital.
than to the stock or bonds. The
Result (4) above is open to the ob
basis of $35,000,000 would be re jections to either (2) or (3) and in addi
duced by $3,000,000 under interpre tion requires a reduction of basis to the
tation (2), leaving only $22,000,000
as equity capital, or, under (3) the extent of the cash paid, even though
$35,000,000 basis would be appor the transaction was taxable to that
tioned to the cash, bonds, and stock extent and such a reduction is not
on a value basis ($48,000,000 aggre required by section 751 (a).
All four interpretations are open to
gate) and $25,500,000 (roughly) a t
tributed to the stock. In each case the objection that if the bonds should
the amount attributed to the bonds be retired, say out of accumulated
would be disregarded for invested- cash earnings, included in invested
capital purposes.
capital as such, the invested capital
None of the four possible applications would be wholly or partly duplicated.
To meet these objections, clarify the
of section 751 produces equitable re
meaning of section 751, and carry
sults.
Under (1) above a true carry-forward through the obvious intent which is to
of the $35,000,000 basis results and as continue the transferor’s basis so as to
to invested capital the transferee stands place the transferee in the same posi
in the same position as the transferor. tion as the transferor would have been
However, the interest on the bonds con had the reorganization not occurred,
stitutes a deductible expense which we suggest that the statute be amended
would not have been available to the to provide that the net basis as now
transferor without a reduction in capi determinable under section 751 (a) be
reduced by the value of the bonds, the
tal.
Under (2) the basic equity-invested balance being treated as equity-invested
capital is reduced to the extent that it capital, and that the bonds be recog
has been partially converted into debt, nized as borrowed capital includible
but the taxpayer is denied the right to under the provisions of section 719.
22
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An alternative method, mentioned
here but not recommended, would be
to recognize the full net basis of the
assets computed as in section 751 (a)
as equity-invested capital, disregard
the bonds for the purpose of section 719
and disallow, for the excess-profits net
income computation, all the interest on
such bonds. However, should such a
method be adopted it should also be
extended to any nontaxable recapital
ization wherein bonded indebtedness is
substituted for equity capital in order
not to limit the application of the prin
ciple to reorganizations involving a
transfer of property.
Respectfully submitted,
AMERICAN INSTITUTE OF
ACCOUNTANTS COMMITTEE
ON FEDERAL TAXATION

(4) In the case of a lessor of real prop
erty, amounts included in gross in
come for the taxable year by reason
of the termination of the lease; or
(5) Dividends on stock of foreign cor
porations, except foreign personal
holding companies;

which, in the light of the taxpayer’s
business it is abnormal for the taxpayer
to derive in any year or, if the taxpayer
normally derives income of such type or
from such source, the amount includi
ble in the gross income of the taxable
year is grossly disproportionate to the
average gross income of the same type
or from the same source (each con
sidered separately) included in gross
income for the four previous taxable
years (or, if the taxpayer was not in
existence four previous years, the
period during which it was in existence)
or if by reason of a change in the tax
W alter A. C ooper, chairman,
New York payer’s method of accounting any item
J ohn A. C onlin , New Jersey
of income is includible in gross income
Samuel W. E skew , Kentucky
for the taxable year rather than for a
J ohn D. F ilson , Illinois
different taxable year, the abnormal net
Oscar M oss, California
income of such type or from such source
J. A. P hillips , Texas
attributable to any previous or future
Jacob S. S eidman , New York
Clarence L. T urner , Pennsylvania taxable year or years, shall be deter
mined under rules and regulations
P roposed R evision of S ection 721
prescribed by the Commissioner with
Section 721—Abnormalities in income in the approval of the secretary.
(b)
The abnormal net income a t
taxable period.
tributable to future years shall be ex
(a)
If there is includible in the excess-cluded from excess-profits net income
profits net income of the taxpayer for for the taxable year and the tax under
any taxable year any income of any this subchapter for the taxable year (in
type or from any source, including:
which the whole of such abnormal net
(1) Income arising out of a claim, income would, without regard to this
award, judgment, or decree, or in section, be includible) shall not exceed
terest on any of the foregoing; or
the sum of:
(2) Income constituting an amount
payable under a contract the per (1) The tax under this subchapter for
formance of which required more
such taxable year computed with
out the inclusion of such abnormal
than twelve months; or
(3) Income resulting from exploration,
net income attributable to any
other taxable year, and
discovery, prospecting, research, or
development of tangible property, (2) The aggregate of the increase in the
patents, formulae, or processes, or
tax under this subchapter which
any combination of the foregoing,
would have resulted for each pre
extending over a period of more
vious taxable year beginning after
than twelve months; or
December 31, 1939, to which any
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portion of the abnormal net income R ecommendation for C omputation
is attributable, computed as if an
of T ax for P eriods of L ess
amount equal to such portion had
T han T welve M onths
been included in gross income for
[From Report of October 14, 1940]
such previous taxable year.
(c) The portion of the abnormal net The provisions for the computation of
excess-profits taxes for periods of less
income attributable to any future
than twelve months should be revised to
taxable year shall be included in excesseliminate unjust hardship and the pos
profits net income for such taxable
sibility
of tax avoidance
year, but the tax under this subchapter
The provisions of the recently enacted
for such future taxable year shall not
excess-profits-tax law with respect to
exceed the sum of:
(1) The tax under this subchapter for the determination of excess-profits taxes
such future taxable year computed for periods of less than twelve months
without the inclusion in excess- will result in either an unjust hardship
profits net income of the abnormal or tax avoidance. This matter is covered
net income excluded from the net by subsection 711 (a) (3) which applies
income under the provisions of this in cases where the taxable year is
section for any previous year or changed, so that for the period of the
years and attributable to such change a return for less than twelve
future taxable year and,
months is required and in the case of
(2) The aggregate of the increase in the newly organized corporations adopting
tax under this subchapter which
would have resulted for each previ a fiscal-year ending less than twelve
ous taxable year (from the excess- months after organization. The require
profits net income of which such ment that the income be placed on an
abnormal net income was excluded) annual basis will produce an equitable
computed as if such abnormal net and fair tax only if it be a fact that the
income had not been excluded from income for the short period is ratably
excess-profits net income for such comparable with the earnings for a full
previous year or years.
year. Should such short-period earnings
(d) For the purposes of this section be in excess of the average rate per
the term “ abnormal net income ” means month, the tax will be excessive and
the amount of the abnormal gross in unduly burdensome; should they be
come, described in subsection (a) less, a way for avoidance of tax is open.
During recent years there has been a
minus
definite
tendency and trend on the part
(1) Any direct costs or expenses, de
ducted in determining the normal- of business in general to adopt fiscal
tax net income of the taxable year, years that coincide with the natural
which were paid or incurred for the business year, instead of the calendar
purpose of deriving such gross in year. This change has been fostered,
come or through the expenditure of not only by the accounting profession,
which such gross income was de but by business organizations generally,
rived, and
and particularly the Securities and Ex
(2) Such proportion of the amount de change Commission, which supports the
scribed in section 711 (a) (1) (A) or use of a natural business year in the
section 711 (a) (2) (C) as the bal
ance of abnormal gross income interest of providing security holders
minus the direct costs and expenses and prospective investors with the more
described in (1) above bears to the informative statements and earnings re
excess-profits net income for the ports that the use of the natural busi
taxable year, computed without ness year for accounting purposes makes
possible.
reference to this section.
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Many businesses are seasonal, and
when changes in fiscal years are made
the income for the short period is usu
ally considerably in excess of a ratable
portion of the year’s earnings because
the proper fiscal year should end with
the active business season; thus includ
ing, as a general rule, the profitable
period of operations. A typical illustra
tion is that of a corporation operating a
business, the season for which ends in
midspring, say May 31st, and all the
income of such a corporation will be
derived from operations during the first
five months of the year. During the re
mainder of the calendar year, the cor
poration may be lucky to “ break even,”
particularly as during the last few
months of the calendar year it is likely
to be incurring substantial expenses in
the nature of getting ready for the next
year’s seasonal operations. To illustrate
the effect of section 711 (a) (3) as pro
posed, assume the case of a corporation
engaged in such a business and earning
during the five months ended May 31st
a net income for excess-profits-tax pur
poses of $66,000. Assume further that
it has an invested capital of $500,000
upon which it is entitled to an exemp
tion rate of 8 per cent. Such a corpora
tion may earn little or nothing during
the remaining seven months of the year,
and for this illustration we assume that
the remaining seven months produce
neither net gain nor loss. If it continued
for the full calendar year, its tax, on the
figures given, would amount to $4,250,
but under the provisions of section 711
(a) (3), if it should change to a natural
business year, ending May 31st, it
would be required to pay a tax of

(A )

...............................

(B )

...............................

(C )

...............................

$13,178. A law th at produces such a re
sult is most inequitable. Conversely, if
the income for the short period should
be less than the annual average, too low
a tax will be payable.
To remedy this, we suggest that the
law be modified to provide that in the
case of a period of less than twelve
months there be added to the income
for the short period the income for the
remainder of the full-twelve-months’
period, taking the months immediately
following the end of the short period;
that the tax be computed on the basis
of that twelve-months’ income, and that
the amount payable for the short period
be such proportion of the tax on the
twelve-months’ income as the amount
of the income for the short period is of
the income for the twelve-months’
period.
If the income for the short period be
the same as for the year, the full tax
thus determined should be payable and,
if the income for the short period be
greater (because a net loss was sustained
during the balance of the year), there
should be payable an excess-profits tax,
computed at the same average rate on
the larger short-period income as results
from the full year computation.
The following is a summary of the
excess-profits tax that would be pay
able under this proposal compared with
what would be payable under the exist
ing law in the case of a corporation
changing to a fiscal year ended May
31st, earning during that period $66,000
on an average invested capital of $500,
000, and assuming operating results for
the remaining seven months as shown
below:

Operating results
for the remaining
seven months
No gain or loss
(Year’s net $66,000)
Profit of $11,000
(Year’s net $77,000)
Loss of $6,000
(Year’s net $60,000)
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Excess-profits
Excess-profits
tax under
tax under pro
existing law posed amendment
$13,178

$4,250

13,178

6,000

13,178

3,300
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Such a change would present no com
plications and would not reduce reve
nues, but, if anything, is likely to in
crease revenues. Obviously, a corpora
tion that would be required to pay an
excessive tax, under the proposed law,
would not change its fiscal year; while
one that might pay a lesser tax, under
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the law now proposed, would request
permission to make such a change. On
the other hand the continuance of the
present provision will probably stop
completely the very desirable trend of
business corporations towards the use
of a natural business year for accounting
and other purposes.

